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PAJAK, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the tine the petition was filed. Unless otherw se

i ndi cated, section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. The decision to be
entered is not reviewable by any other court, and this opinion

shoul d not be cited as authority.



Respondent determ ned deficiencies in petitioners’ Federal

i ncone taxes and accuracy-rel ated penalties in the foll ow ng

amount s:
Year Defi ci ency Sec. 6662(a)
1996 $39, 965 $7,993. 00
1997 36, 817 7, 363. 40

After concessions by respondent of the nedical expense
i ssues, this Court nust decide: (1) Wiether petitioners were not
engaged in an activity for profit under section 183, (2) whether
petitioners were entitled to claimed Schedule F, Profit or Loss
From Farm ng, deductions for the taxable years in issue, and (3)
whet her petitioners were liable for accuracy-related penalties
under section 6662(a) for the taxable years in issue.

Sone of the facts in this case have been stipulated and are
so found. Petitioners’ residence was in Myrtle Creek, Oregon, at
the tine they filed their petition.

Petitioners tinely filed Fornms 1040, U.S. Individual Incone
Tax Return, for 1996 and 1997. On the Forns 1040 for both years,
petitioner John R Garbini (petitioner) listed his occupation as
rancher. Petitioner Edith M Garbini’s occupation was |isted as
housewi fe. Both petitioners were senior citizens during the
taxabl e years in issue. For each taxable year in issue,
petitioners attached to their Form 1040, Schedule F, Profit or
Loss From Farm ng. On Schedule F for 1996, petitioners reported

no gross inconme and deducted expenses in the anount of $127, 341,
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for a net loss of $127,341. On Schedule F for 1997, petitioners
reported no gross incone and deducted expenses in the anount of
$124,584, for a net |oss of $124,584. Respondent disall owed
petitioners’ 1996 and 1997 Schedule F | oss deductions in ful
because petitioners did not substantiate their deductions and
because petitioners were not engaged in an activity for profit.
Due to the fact that petitioners did not substantiate their
deductions, section 7491(a) is not applicable. Therefore,
petitioners have the burden of proof with respect to these
determ nations. Rule 142(a).

We first address whether petitioners were not engaged in an
activity for profit. Section 183(a) disallows deductions
attributable to an activity not engaged in for profit, except as
provi ded under section 183(b). For an activity not engaged in
for profit, section 183(b)(1) allows deductions that woul d be
al l owabl e wi thout regard to whether or not an activity is engaged
in for profit. Section 183(b)(2) allows deductions that would be
allowable if the activity were engaged in for profit, but only to
the extent that gross incone attributable to the activity exceeds
t he deductions all owabl e under section 183(b)(1). Section 183(c)
defines an “activity not engaged in for profit” as “any activity
ot her than one with respect to which deductions are allowable for
t he taxabl e year under section 162 or under paragraph (1) or (2)

of section 212.”"
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The standard for determ ning whether an expense is
deducti bl e under section 162 or 212, and not subject to the
limtations of section 183, requires a taxpayer to denonstrate
that the activity was carried on with the actual and honest

obj ective of making a profit. Dreicer v. Conmm ssioner, 78 T.C.

642, 645 (1982), affd. wi thout opinion 702 F.2d 1205 (D.C. G

1983); sec. 1.183-2(a), Inconme Tax Regs. Although a reasonable
expectation of profit is not required, the facts and

ci rcunst ances nust indicate that the taxpayer entered into the

activity, or continued the activity, with the actual and honest

obj ective of making a profit. Dreicer v. Comm ssioner, supra at

645. The taxpayer’s objective to nake a profit nmust be anal yzed
by | ooking at all the surrounding facts. |1d. These facts are
gi ven greater weight than the taxpayer’s nere statenent of
intent. 1d.

The regul ati ons under section 183 provi de a nonexcl usive
list of relevant factors that should be considered in determ ning
whet her the taxpayer has the requisite profit objective. Sec.
1.183-2(b), Inconme Tax Regs. The factors are: (1) The manner in
whi ch the taxpayer carries on the activity; (2) the expertise of
the taxpayer; (3) the tinme and effort expended by the taxpayer in
carrying on the activity; (4) the expectation that the assets
used in the activity may appreciate in value; (5) the success of

the taxpayer in carrying on other simlar or dissimlar
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activities; (6) the taxpayer’s history of inconme or |osses with
respect to the activity; (7) the anount of occasional profits, if
any, which are earned; (8) the financial status of the taxpayer;
and (9) any elenents indicating personal pleasure or recreation.
Id. These factors are not applicable or appropriate in every

case. Abranson v. Comm ssioner, 86 T.C 360, 371 (1986). The

facts and circunstances of the case in issue remain the primry
test. 1d.

I n determ ning whether petitioners were engaged in an
activity wwth the requisite profit objective, all the facts and
ci rcunstances of their situation nmust be taken into account.

&olanty v. Conmi ssioner, 72 T.C 411, 426 (1979), affd. wthout

publ i shed opinion 647 F.2d 170 (9th Gr. 1981). No single factor
is controlling, nor is the existence of a majority of factors
favoring or disfavoring a profit objective necessarily

controlling. Hendricks v. Conm ssioner, 32 F.3d 94, 98 (4th G

1994), affg. T.C. Meno. 1993-396; sec. 1.183-2(b), Incone Tax
Regs.

In 1984, petitioners purchased 666 acres of |and (the ranch)
in Mirtle Creek, Oregon. Except for two | og cabins, the ranch
was uni nproved, and contained trees, pasture |and, and three
ponds. Since about 1986, petitioners have cleared areas and
pl anted nore trees, had cattle graze the pasture |and, and built

roads, ponds, and barns. Petitioners’ residence was built in
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about 1985. Petitioners noved into the house in approxi mately
1987, and have resided there through the time of trial. In 1986,
petitioners sold a nobile hone park for $7 mllion.

In applying the factors to determ ne profit objective, we
first consider the manner in which the taxpayer carries on the
activity. “The fact that the taxpayer carries on the activity in
a businessli ke manner and mai ntains conplete and accurate books
and records may indicate that the activity is engaged in for
profit.” Sec. 1.183-2(b)(1), Incone Tax Regs. Petitioners did
not maintain books and records. Rather, petitioner nade a
monthly |ist of expense categories and, based on his cancel ed
checks, recorded the anmounts expended for each category. At
trial, petitioner submtted various invoices, cancel ed checks,
and the nonthly lists for the taxable years in issue. Petitioner
di d not have a business plan to nmake noney fromthe ranch.
Petitioner did not keep the type of records which could be used
to increase the profitability of a business. Petitioner never
prepared budgets or market projections which would outline
strategies for ensuring a profitable business venture and maki ng
i nformed busi ness decisions on a periodic basis. Such |ack of
i nformati on upon which to nmake educated busi ness deci sions tends
to belie a taxpayer’s contentions that an activity was pursued
with the primary objective of making a profit. Dodge v.

Comm ssioner, T.C Meno. 1998-89, affd. w thout published opinion




188 F.3d 507 (6th Cir. 1999).

“A change of operating nethods, adoption of new techni ques
or abandonnent of unprofitable nethods in a manner consi stent
with an intent to inprove profitability may al so indicate a
profit notive.” Sec. 1.183-2(b)(1), Income Tax Regs. Petitioner
contends that he has nade efforts to reduce expenses in order to
operate the ranch in a profitable manner. Nothing in the record
i ndi cates what efforts to reduce expenses, if any, were mde
during the taxable years in issue. Petitioner never ascertained
how or when he would make a profit or how he could change his
operating nethods to inprove his profitability. Al though
petitioners owned cattle during the years in issue, there were no
sales of cattle during those years. Nor was there any evi dence
of an effort to raise cattle for profit on their ranch.

We next consider the expertise of the taxpayer. Since
purchasi ng the ranch, petitioner has | earned about the types of
trees that should be planted in specific areas on the ranch.
Petitioner also clained that in 1986 he began studyi ng,
researching, and conpiling data on the marketing and sal e of
verified em ssion reduction offsets (carbon credits) to polluting
entities, and that he has consulted about that subject with the
Oregon Departnent of Forestry and a chem stry/ bi ol ogy professor
who holds a Ph.D. Yet, during the years in issue petitioner did

not put any acquired know edge to use in an endeavor to nmake a



profit.

We next consider the time and effort expended by the
t axpayer in carrying on the activity. Petitioner wrked on the
ranch al nost everyday and enpl oyed one full-tinme ranch hand
during the taxable years in issue. The ranch hand perfornmed
general mai ntenance of the property and barns. Petitioner
occasionally hired outside tenporary | abor.

We next consider the taxpayer’s expectation that the assets
used in the activity may appreciate in value. Petitioner
contends that he has enhanced and created value in the trees and
the carbon credits related to the trees. Petitioner paid
$566, 000 for the ranch in its undevel oped condition. Wth the
i nprovenents nmade by petitioner and the value of the tinber and
carbon credits, petitioner estimates that the value of the trees
alone is $2.5 mllion and that the ranch is worth $15 mllion.
Petitioner did not provide any basis for such estinates.
Petitioner stated that since 1984, with the exception of 1994 and
1995, he has planted 3,000 to 5,000 trees per year. Petitioner
further stated that these trees are not considered suitable for
harvesting until 7 years after planting. W note that no trees
were harvested during the taxable years in issue. Petitioner
contends that the growi ng trees have value and profit potenti al
in the formof cut tinber and carbon credits. Again, petitioner

never sold any carbon credits during these 2 taxable years.
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We next consider the success of the taxpayer in carrying on
other simlar or dissimlar activities. Prior to purchasing the
ranch, petitioner said he purchased undevel oped | and in San Jose,
California, and developed “the first luxury nobile honme park for
senior citizens in the state”. Petitioners owed and operated
the nobil e honme park for approximately 20 years. Petitioner
stated that petitioners worked 7 days per week and enpl oyed one
groundsman. Petitioner further stated that the nobile home park
operated profitably after the first 10 years and that 10 years
thereafter, petitioners sold the nobile home park for $7 million.

The taxpayer’s history of incone or |osses with respect to
the activity is another factor. At trial, petitioner did not
provide a history of incone or |osses for his ranch. During the
taxabl e years in issue, |osses exceeded $250, 000, an average of
$125,000 for each year. Although petitioner clainmed that the
| osses since 1997 have | essened, petitioner admtted that the
| osses for the years before those in issue woul d have been
roughly the sane as the taxable years in issue. Over this
approximate tine frame of 12 years, petitioner incurred | osses of
$1, 500, 000.

The anount of occasional profits, if any, which are earned
is another factor. No profits were earned with respect to the
ranch during the years in issue.

We next consider the financial status of the taxpayer.
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During the taxable years in issue, neither petitioner nor his
w fe earned i ncome fromwages. For taxable year 1996
petitioners reported taxable interest in the anount of $139, 778,
di vidend incone in the amount of $1,832, capital gains in the
amount of $55,488, and taxabl e Social Security benefits in the
amount of $10,076. For taxable year 1997, petitioners reported
taxable interest in the amount of $93,360, dividend incone in the
amount of $865, taxable refunds, credits, or offsets in the
anount of $645, capital gains in the anount of $88,813, rental
real estate incone in the anmount of $6, 251, and taxabl e Soci al
Security benefits in the amount of $10,365. For both taxable
years, alnost all the taxable interest income and capital gains
i ncone were derived frominterest and installnment paynments of
princi pal nmade by the buyers of petitioners’ nobile hone park.
As a result of their other incone, petitioners realized
substantial tax benefits fromthe approxi mte $125, 000 | oss
deduction for each taxable year in issue.

Finally, in determning profit objective, we consider
whet her there are el enents of personal pleasure or recreation
Petitioners owned horses during the taxable years in issue, but
petitioner stated that neither of themrode the horses for
pl easure. Petitioners probably had personal pleasure from
residing on a | arge ranch.

Al t hough petitioners had the noney to purchase the ranch and
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operate it, they never had a business plan or took steps to
operate the ranch to nmake a profit. Taking the record as a
whol e, we find that the facts and circunstances indicate that
petitioners did not possess the actual and honest objective of
making a profit fromtheir ranch. Therefore, we find that
petitioners were not engaged in an activity for profit. Sec.
183(a).

Pursuant to section 183(b)(2), deductions are allowed for an
activity not engaged in for profit, but only to the extent that
gross i ncone exceeds the deductions all owabl e under section
183(b) (1) without regard to whether or not the activity is
engaged in for profit. Petitioners did not prove that they had
any such expenses. Because petitioners had no gross incone for
the taxable years in issue, none of their clainmed expenses are
deducti ble. Therefore, we sustain respondent’s determ nations.

As to the accuracy-rel ated penalties inposed for the taxable
years in issue, respondent has satisfied his burden of production

under section 7491(c). Higbee v. Conmm ssioner, 116 T.C. 438,

446- 447 (2001). Section 6662(a) inposes a 20 percent penalty on
the portion of any underpaynment of tax attributable to negligence
or disregard of rules or regulations. Sec. 6662(b)(1).
Negligence is any failure to make a reasonable attenpt to conply
with the provisions of the internal revenue | aws and includes any

failure by the taxpayer to keep adequate books and records or to
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substantiate itens properly. Sec. 6662(c); sec. 1.6662-3(b)(1),

| ncome Tax Regs. WMbreover, negligence is the failure to exercise
due care or failure to do what a reasonabl e and prudent person

woul d do under the circunstances. Neely v. Comm ssioner, 85 T.C.

934, 947 (1985). Disregard includes any carel ess, reckless, or
intentional disregard of rules or regulations. Sec. 6662(c);

sec. 1.6662-3(b)(2), Inconme Tax Regs. No penalty will be inposed
Wi th respect to any portion of any underpaynent if it is shown
that there was a reasonabl e cause for such portion and that the

t axpayer acted in good faith with respect to such portion. Sec.
6664(c) .

Under the facts of this case, section 6664(c) is not
applicable. Petitioner’s recordkeeping practice of creating
monthly lists from cancel ed checks sinply is inadequate. Such
actions are not those of a prudent and reasonable person in
business. On this record, we conclude that petitioners were
negligent and are |liable for the accuracy-rel ated penalties under
section 6662 as determ ned by respondent for the taxable years in
i ssue. We need not address other grounds for respondent’s
determ nations as to section 6662.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Decision will be entered

under Rul e 155.




